


General Business Conditions 





HE fall season is opening without 

much change in the character of the 

business reports, which reflect slack- 

ness in consumers’ goods along with 

sustained high activity in almost every- 
thing else. Soft goods industries, and some of 
those making consumers’ hard goods as well, will 
not be sorry to see the summer at an end, for they 
have had a dull time. Even in these lines, how- 
ever, many refer to the slackening as a “lull”, 
which implies that improvement is expected. 
Economic forecasters, with an eye on inflation- 
ary forces, are using an equivalent expression, 
“breathing spell”. Both terms give weight to the 
strength of the factors supporting industrial 
activity, employment and purchasing power, 
which on the one hand are counted on to limit 
the consumers’ goods recession, and on the other 
threaten in the long run to revive inflationary 
pressures on prices. 

In the course of business since the Korean war 
began two phases are clearly seen. The first, 
which ran approximately until last March, was 

‘dominated by fear among business men and 
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consumers alike that defense requirements would 
create shortages of perhaps wartime intensity. 
It was a period of anticipation, sharply rising 
prices, and record-breaking demand for goods. 
Buyers who would have liked to hold back were 
forced to join in, if they were to protect their 
needs. 


The second phase, which began in March and 
from which business has not yet emerged, was 
the reaction from the first. The immense and 
steadily increasing productive capacity of the 
country asserted itself even against the swollen 
demands. Surprisingly, there was an increase, 
rather than curtailment, in output of goods for 
civilian use. Inventories were built up and mar- 
kets for specific things temporarily became satu- 
rated. The desire to buy ahead diminished as 
it became apparent that shortages would be less 
than advertised. Restrictions on personal credit 
checked the expansion of purchasing power 
through borrowing. Higher prices themselves 
induced buying resistance and economy; and 
probably while some people have been trying to 
“beat the gun” others have been fearful that 
their incomes would not keep up with living 
costs, and are making things last longer. 


Retail Sales Down; Incomes Up 


With this change in markets and sentiment, 
retail sales (adjusted for seasonal differences) 
have dropped more than 10 per cent since Janu- 
ary, the peak month. Dollar sales of all retail 
stores, according to the Department of Com- 
merce, during the summer have been only frac- 
tionally larger than before Korea, although 
prices average 8 to 10 per cent higher. As com- 
pared with the same months a year ago, both 
July and August sales have shown substantial 
declines, which were to be expected in view of 
the extraordinary boom in those months of 1950. 


This slackening in trade still leaves the volume 
at very high levels, except when contrasted with 
the two great waves of buying last summer and 
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last winter; and the drop has not been progres- 
sive, for according to the seasonally adjusted 
figures retail sales have fully held their ground 
for about four months. Nevertheless, merchants 
have found themselves over-committed, for they 
prepared for more business than has appeared. 
Their concern now is to bring stocks and com- 
mitments down; and while they have made con- 
siderable progress, their buying for fall has been 
conservative. Factory curtailment in consumers’ 
goods has spread. In hard lines the restrictions 
on the use of metals limit production, but in 
many cases it seems doubtful that the markets 
would absorb more goods if they could be pro- 
duced. 

An anomaly in the situation is that the slack- 
ening in retail sales has come at a time when 
personal incomes have been rising. From the 
first to the second quarter of the year disposable 
income (personal income less taxes) increased 
from an annual rate of $217.5 billion to $222.8 
billion, according to official figures. But per- 
sonal expenditures dropped from a rate of $208 
billion to $202 billion. Evidently there has been 
no material closing of this gap during July and 
August. The converse of these figures is that 
the rate of “personal saving”, which is the dif- 
ference between income and expenditures and 
covers both liquid and non-liquid savings, has 
risen to the highest level since the war ended, 
both in dollars and as percentage of income. 

A divergence such as this has seldom been 
seen except during the war. In it merchants 
may find a good deal of reassurance. The fact 
that people in the aggregate are spending a 
smaller part of their incomes than at any time 
since 1945 shows that they can spend more, if 
and when they choose. With potential support 
of this kind, the current inventory correction 
is unlikely to start a downward spiral. Nor 
does all of the adjustment lie ahead. Retail 
stocks reached their peak in April and wholesale 
stocks in May. Outstanding commitments are 
sharply below a year ago. Thus the correction 
has made progress, and in conjunction with the 
massive purchasing power that people enjoy it 
will gradually get the markets in better shape. 

Manufacturers’ stocks are large, but they typi- 
cally consist of materials or goods in process 
rather than finished goods; they are on the low 
rather than the high side when related to un- 
filled orders; and in many cases manufacturers 
would be happy to have even more materials in 
hand. 

Industrial production receded in July, when 
the Federal Reserve Board’s index dropped to 
213 (1935-39 = 100), compared with the spring 


peak of 223. Part of this drop reflects customary 
vacation closings, and to that extent the index 
will recover automatically in August and Sep- 
tember. Plainly the cutbacks in consumers’ 
goods output are having only a moderate effect 
on overall employment and activity, which is 
sustained by record-breaking investment in in- 
dustrial plant and equipment, growing defense 
expenditures, and unprecedented demands for 
the metals, petroleum, chemicals and most 
other industrial raw materials. 


Defense Demands 

In any analysis of the business prospect the 
rate and timing of defense expenditures are 
clearly the dominant matters. The midyear re- 
view of the Council of Economic Advisers, ac- 
companying the Midyear Economic Report of 
the President, states that the scheduled increase 
in security programs will raise total government 
expenditures by about $28 billion, annual rate, 
from the first half of 1951 to the first half of 
1952. The question is how this demand will be 
supplied, and what will be the effects. 


One way of supplying it is to increase overall 
production. The Council sets forth as an objec- 
tive a 5 per cent expansion of total output be- 
tween the middle of this year and the middle 
of next year. It says we can reach this goal 
“if as a nation we work harder and longer and 
concentrate the buildup of our industrial ca- 
pacity” on facilities directly needed for military 
production, metals, electric power, transporta- 
tion, and similar high-priority requirements. 
Not everyone will expect as great an increase, 
in view of the difficulties of expanding and 
training the labor force, of increasing produc- 
tivity while at the same time employing poorer - 
workers, and of avoiding damaging strikes such 
as that which has paralyzed copper production as 
this is being written. But the investment in pro- 
ductive facilities in the past year has exceeded 
any rate ever before known, and there is en- 
couragement in the fact that by the middle of 
1951 the output of the country was already as 
much as optimists had expected by the end of 
the year. 

Even if an improvement of 5 per cent in total 
output could be accomplished, it would not pro- 
vide all of the $28 billion of additional goods 
and services which the Government proposes to 
buy. To supply this demand would require, 
according to the Council, a contraction in pro- 
duction for non-defense purposes, public and 
private, of $10 to $15 billion (at current prices) 
and a corresponding diversion of resources to 
government use. If the Government demands 
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for itself $10 to $15 billion out of the product 
now being turned out for civilian use, there will 
be little reason to worry about deflation or 
depression due to a drop in buying for inven- 
tory. On the contrary, a cut in stocks —or at 
least a cessation of the diversion of goods into 
stock — will be badly needed to offset the in- 
creased government demand and provide a 
brake on inflation. 


Outlook for Civilian Supplies 


A further significant deduction may be drawn 
from the Council's calculations. If the required 
diversion from non-defense work turns out to 
be no more than $10 to $15 billion a year, and 
if it is met largely out of the inventory figures 
plus some curtailment of non-defense construc- 
tion and non-essential business investment, the 
quantity of goods and services left for everyday 
consumption in the aggregate will be as large 
as was consumed in the first half of 1951. 


The staff of the Congressional Joint Commit- 
tee on the Economic Report also give an opti- 
mistic opinion as to civilian supplies. In a docu- 
ment issued last month (Senate Report No. 644) 
they say that in spite of increases in defense 
expenditures, “at substantially present prices 
consumers may have available to them about 
$214.8 billion of goods and services in fiscal 
1952 . . . compared to an annual rate of pur- 
chases of about $203 billion in the April-June 
quarter of this year.” 


Admittedly these are optimistic views. But 
it is by no means impossible that, by greater 
overall output and drawing on inventories, ag- 
gregate consumption may be maintained about 
where it is now, even while increasing defense 
output as scheduled. Needless to say, to do this 
will require the utmost in steady and productive 
work of which the people of this country are 
capable, together with a concentration of effort 
to break down the obstacles to expanding out- 
put which now exist in scarcities of materials, 
insufficient machine tool production, and else- 
where. 

More Money Than Goods 


Of course maintenance of supply of civilian 
goods and services will not of itself wholly avert 
inflationary dangers. Supply is one aspect of the 
problem; the other is the amount of money pur- 
chasing power available to buyers. It is certain 
that spending power will increase if defense 
expenditures follow the trend projected. First, 
it will increase because the addition of $28 
billion per year to what is now paid out by Gov- 
ernment will add to personal incomes even after 


taxes. In other words, buying power growing 
out of the armament expenditures will be in the 
markets, together with the buying power gen- 
erated by civilian production; but only the latter 
creates an offsetting supply of goods. Taxes will 
not fill the gap. Second, personal income will in- 
crease because the upward trend of wage and 
salary rates is well established and accepted by 
the Wage Stabilization Board. Within the month 
the formula allowing increases in straight time 
wage rates up to 10 per cent above January 
1950 has been changed to 12 per cent, and ad- 
ditional increases are allowed for numerous 
other reasons. 


Hence it must be expected that there will be 
more money than goods in the markets. The 
report of the Joint Committee, above quoted, 
estimates personal income after taxes in the fis- 
cal year 1952 (at mid-1951 prices) at $232 billion 
against the $214 billion of consumers’ supplies 
already cited. It estimates personal savings at 
$18 billion, which would leave the so-called “in- 
flationary gap” at $5 billion. Similarly it esti- 
mates an excess of business demand over supply 
of $3 billion. 

The excess of demand is the inflationary dan- 
ger. Nevertheless, this estimate of the size of 
the “gap” should be heartening, not dismaying. 
It does not support some of the extreme predic- 
tions as to the probable rise in prices and living 
costs that have come out of Washington. 


Actually, the gap could be covered in great 
part by governmental economies alone. It could 
be covered by greater personal savings than are 
allowed for. If the Committee’s estimates of 
large civilian supplies are realized the incentive 
to hoard will be weakened and the will to save 
strengthened; this influence is seen in the cur- 
rent income and spending figures, already 
quoted. Spending on business plant and equip- 
ment, on housing and other durable goods, may 
be curtailed or drop off enough to relieve the 
pressure. Without prophesying, and without 
accepting these projections as infallible, it may 
at least be said that they indicate that the in- 
flationary dangers are manageable. 


The evils to guard against are selfishness and 
complacence. As the report of the Joint Com- 
mittee says, “If all work together, needed pro- 
duction can be achieved without inflation; but 
such success will require the cooperation of 
everyone in putting the public interest and na- 
tional safety above special advantages for indi- 
viduals and groups.” The actions of Congress 
within the month, relaxing the terms of pay- 
ment on instalment credit (Regulation W) and 
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reducing minimum down payments on houses 
under the government programs, supply one 
piece of evidence that the problem either is not 
understood or political courage to deal with it 
is lacking. The strike in the copper mines is 
further evidence of a heedless disregard of the 
national interest. Pressures constantly pile up 
from special interests to keep inflation going, 
not because inflation is desired or approved in 
principle, but because so many hope to find an 
umbrella under which they can take shelter 
themselves. In this nearly universal desire to 
escape the burden, which if successful simply 
makes the other fellow bear it, lies the danger. 


Cemmodity Price Movements 





The slackening of demand in recent months 
has been reflected in sharp declines in prices of 
many staple commodities, as will be seen from 
the accompanying table. In some cases, notably 
fats and oils, most of the post-Korean price 
bulge has now been wiped out. Except for 
metals and minerals the gap between the official 
ceiling prices and market prices has been widen- 
ing, with many ceilings no longer having much 
meaning. The sensitive Dow-Jones spot price 
index of 12 commodities, which rose some 60 
points after Korea to 224 (1924-26 = 100), was 


down 38 points from the peak by the end of 
August. The Bureau of Labor Statistics whole- 
sale price index of 900 commodities, which is 
less sensitive because it includes so many manu- 
factured goods, has been sliding since the peak 
of 184.2 was reached last March and was down 
to 176.8 (1926 = 100) as of August 21. 


Commodity 


June 24 
1950 


Agricultural Staples 


Wheat $bu. 2.15 2.61 
Corn $bu. 1.51 1.89 
Soybeans $bu. 3.03 3.63 
Cotton ce lb. 38.75 45.32 
Steers ec lb. 29.25 37.83 


Prices 


Cur. Dist. Official Support 


Peak Spot Futures Ceiling (1951) 


* 2.50 
— (e) 1.75 

8.383 (e) 2.65 

4 45.32 $1.71 


Fats and Oils 
Cot’seed oil 
Soybean oil 
Linseed oil 
Coconut oil 


“Sterling Area” Commodities 


Rubber c Jb. 28.25 87.50 $52.00 
Wool $lb. 1.76 3.80(n)1.90 
c lb. 32.50 88.38 
$lb. 0.76 1.83 
$ilb. 1.15 2.07 


¢e Ib. 
¢c lb. 
ce lb. 
c lb. 


13.25 25.50 
12.25 21.75 
19.00 24.20 
18.25 22.00 


23.50 
20.50 


$15.50 


3.35 
35.50 38.38 
$1.03 


1.80 


Cocoa 
Tin 
Pepper 


Others 
Hides 
Silk 
Print cloth 
fee 


c lb. 25.00 43.50 
$ ib. 2.85 6.00 
cyd. 15.25 24.00 
c lb. 48.25 56.50 


30.00 

4.20 
15.25 
53.75 


23.00 


36.50 
4.50 
48.40 55.50 

* Grain support prices are on a Chicago basis — effective 
wheat loan rate is around $2.40 because farmers must pay 
storage charges this season. (e) Estimated 1951 crop. (n) Nom- 
inal. + Price Government has offered to pay for cottonseed oil. 
t Government selling price, 


100 


The official consumers’ price (cost of living) 
index, on the other hand, has barely flattened 
out. It declined insignificantly from May to 
June, and more than recovered the drop in July, 
setting a new high by 1/10th of a point at 185.5 
(1935-39 = 100). 

With the cost of living at an alltime peak, the 
drop in staples probably has made little impres- 
sion on people generally. Consumers complain 
of high prices and clamor for relief. But foreign 
producers of some of the commodities which 
had risen so sharply find the turn depressing. 
American farmers, vigorous protagonists of un- 
controlled prices only a few months ago, are 
becoming more interested in price supports, 
toward which their prices have been steadily 
falling. 

The End of the Scramble 

The post-Korean scramble for commodities 
has been brought to an end by a variety of in- 
fluences. The general cause is that fears of 
shortages of perhaps wartime intensity have, in 
a good many cases, been dissipated. Confidence 
in the continuation of shipments from south- 
eastern Asia has been regained. Processors and 
consumers have accumulated stocks. The Gov- 
ernment has eased off on its stockpiling pur- 
chases, and the price freeze has barred private 
buying of certain commodities which command 
higher prices in the international markets than 
in the United States. 


The expansion of our synthetic rubber pro- 
duction and the encouragement given to the 
blending of synthetic fibers with wool, even 
in army cloth, have had a sobering effect on the 
natural products. As the table shows, the spec- 
tacular rise of wool has been followed by an 
equally spectacular decline, due chiefly to les- 
sened U.S. buying. The reaction from forward 
covering is apparent in many markets; accumu- 
lation in consumers’ hands of such commodities 
as sugar and coffee is now being felt in smaller 
current purchases. 


Perhaps the greatest market reversal has taken 
place in cotton. If August and September 
weather does not do too much damage this 
country will harvest a crop well in excess of 17 
million bales, one of the largest on record and 
some 70 per cent larger than last year’s ab- 
normally small crop. Including increased pro- 
duction abroad, the free world will harvest at 
least 8 million more bales than last year, when 
high prices and U.S. export quotas held down 
consumption in many countries. The 45-cent 
ceiling on cotton, which was denounced last 
winter, looks good now that cotton is selling not 
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much above the support price of $1.71c per lb., 
and cotton people have been urging the Gov- 
ernment to raise the loan rate on the staple 
above the obligatory 90 per cent of parity or to 
stockpile cotton in order to improve the market. 

The large cotton crop will have wide reper- 
cussions not only on other textile fibers, but on 
fats and oils. With the prospect of about 70 per 
cent more cottonseed oil than last year, a near 
record supply of soy-bean oil, and the second 
largest output of lard on record, this country is 
facing an oversupply of fats and oils. With 
prices near or at support levels, a part of this 
year’s output of oilseeds and vegetable oils will 
go into government loan or be stockpiled. 


Excellent Crop Prospects 


In general, the United States is harvesting 
one of its best crops. Although the wheat yield 
is somewhat smaller than last year, there will 
be more than enough wheat to satisfy domestic 
and export requirements. There will be more 
competition in international markets from Can- 
ada, which expects to harvest the second best 
wheat crop on record. The feed situation will 
be comfortable with the corn crop again well 
over 8 billion bushels, large supplies of other 
feed grains both here and in Canada, and a rec- 
ord hay crop. 

Increased meat supplies are also in prospect, 
in due course. The spring pig crop which will 
soon be coming on the market was the second 
highest on record, and the supply of poultry is 
expected to reach new peaks this season. That 
the beef situation has not improved as yet is 
due to the holding back of animals. Farmers, 
confused by price and slaughter regulations and 
urdecided about the course of inflation, appar- 
ently prefer to build up their herds. The fore- 
cast is for a record number of cattle by the end 
of this year — some 90 million head, 15 per cent 
more than in 1948. Unless the unforeseen hap- 
pens, the increased cattle numbers will be re- 
flected in increased slaughter by next spring at 
the latest. 

The free world is also continuing to expand 
its output of rice, and of sugar, which due to the 
large 1952 Cuban crop will probably reach a 
new record. Cocoa output is gaining. The chief 
coffee exporter, Brazil, reports a smaller crop 
during 1951-52, but an exceptionaly large crop 
is in the offing for 1952-53, and production out- 
side of Brazil is expanding. 

Thus, under the influence of bountiful har- 
vests here and in Canada, and increasing agri- 
cultural production in Western Europe, the 
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threatened scarcities of last year are changing 
to an abundance in grains, fats and oils, and 
some textile fibers. Instead of knocking against 
their respective ceilings, many agricultural com- 
modities, judged by their new crop contract 
prices, are more likely to be rescued from further 
declines by price floors at which government 
agencies will once more begin to siphon away 
the surpluses in order to bolster up the market. 
Increased flow of wheat, corn, soybeans, cot- 
ton, cottonseed, rice, and other agricultural com- 
modities into loan or stockpile is expected dur- 
ing the 1951-52 crop year. 


Foreign Trade Pattern Changing 


The passing of the first phase of our defense 
economy is also being reflected in our foreign 
trade and international payments. The first ef- 
fect of the Korean war was a great expansion 
in our purchases abroad, and consequently in 
the dollar earnings of our foreign suppliers. In- 
creased by both the scramble for goods and ris- 
ing prices, our merchandise imports for con- 
sumption rose from an annual rate of about $7.6 
billion during the first half of 1950 to an un- 
precedented rate of $12 billion a year during 
the first quarter of 1951. To this figure must be 
added some $700 million (annual rate) spent 
abroad for military purchases. 


Additionally, between June 1950 and March 
1951, we furnished foreign countries with mili- 
tary and economic aid at an annual rate of 
about $4.5 billion. In this period, too, there was 
an outflow of capital either as direct investment 
in the development of foreign resources or sim- 
ply because, in view of the danger of war, some 
people preferred to keep their money outside 
of the United States. Thus a heavy deficit ap- 
peared in our international payments during the 
first nine months of the Korean campaign. As 
will be seen from the table below, this resulted 








U.S. International Balance of Payments 
After Korea, by Quarters 
(In Millions of Dollars) 
3rd 4th 1st 9 
Quar. Quar. Quar. Months 
19590 1950 1951 Total 
Merchandise exports .... $2,498 $8,106 $8,408 $9,012 
Merchandise imports ... 2,533 2,815 38,199 8,547 


Merchandise balance. — 85 + 291 + 209 + 465 
Net bal. on services...... + 155 + 842 + 861 + 858 
Gifts and grants* .......... — 972 —1,237 —1,150 —3,359 
Loans, cap. move., etc. — 692 — 859 — 165 —1,216 


2nd 

Quar. 
1951 

$3,970F 
2,817¢ 


+ 1,153 





Bal. of payments......—1,544 — 963 — 745 —8,252 
Loss of gold. 740 771 893 2,404 
Calculated change in for. 

owned dollar assets + 804 + 192 — 148 + 848 


* Includes immigrant remittances. As reported by De- 
partment of Commerce; do not include purchases abroad by 
the military, which are included in previous figures, 


Source: Survey of Current Business, Department of Com- 
merce, 
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in a loss of some $2,400 million in gold and an 
increase in foreign-owned dollar balances here 
of around $850 million. 

This deficit in our payments, and therefore 
our loss of gold and the accumulation of dollars 
by foreign countries, now seems to have run its 
course. Since March our imports have been 
falling under the influence of price declines, the 
working off of inventories, and generally more 
cautious buying. The annual rate of imports for 
consumption during the second quarter of this 
year dropped about $1 billion, to $11 billion a 
year. A further drop in the third quarter, due 
partly to seasonal influences, is to be expected. 
A moderately offsetting factor will be rising 
military purchases abroad as additional troops 
are moved to Europe. 

Practically the entire decline in imports took 
place in our trade with raw material producing 
countries (arbitrarily defined as all countries 
except Europe and Japan). As will be noted 
from the diagram below, in June we actually 
exported more to these countries than we im- 
ported from them, reversing the relationship 
that had existed since Korea. 


MILLIONS OF DOLLARS 
1000 


900 
800 
700 


600 


J FMAMJJASONDJFMAMJJASOND 
1950 1951 


U.S. Trade with Raw Material Producing Countries 
(Excluding exports of certain military and other 
categories for security reasons) 


Changes in Exports 

Changes are also taking place on the export 
side. The same caution that characterizes our 
buying abroad is reported to be restraining for- 
eign purchases in this country. Only a few 
months ago, Latin American nations were stock- 
piling such industrial materials as steel and buy- 
ing all the machinery and equipment they could, 
as well as consumers’ durable goods. Generally 
they were converting their dollars into goods 
as fast as they were earning them, fearing pro- 
duction cutbacks here and dollar depreciation. 
Today they are no longer “just buying”, but the 


demand for our capital goods and consumers’ 
durables continues strong. 

Our exports, however, kept on increasing af- 
ter imports began to flatten out and turn down- 
ward. From the pre-Korean rate of about $9.6 
billion, they reached a rate of $16 billion a year 
during the second quarter of this year. Prob- 
ably they will continue at very high figures. In 
the first place, shipments under the Mutual De- 
fense Assistance Program, now running at an 
annual rate of about $1% billion, should expand 
further. Second, we now have enough cotton — 
as compared with last year when the crop was 
abnormally small—to supply all the likely 
needs of the free world. Third, with rearma- 
ment abroad gathering speed, it appears that 
Western Europe will need more of our coal, 
and probably more grain, as will friendly Asian 
countries. Canada, now running a trade deficit 
with us at a rate of about $700 million a year, 
is expected to continue heavy purchases of in- 
dustrial and military equipment for some months 
to come. 


A large part of the gold and dollars that coun- 
tries producing raw materials and foodstuffs 
have accumulated since Korea is unspent. This 
is particularly true of the overseas sterling area 


countries — Australia, New Zealand, Malaya, 
Ceylon, South Africa, the Rhodesias, etc. — 
whose earnings for wool, rubber, tin, cocoa, and 
other commodities were chiefly responsible for 
the rise of Britain’s gold and dollar resources 
from $2.4 billion in June 1950 to $3.9 billion in 
June 1951. The overseas sterling area countries 
are anxious to use some of these accumulated 
earnings for the purchase of a wide variety of 
goods in the United States, particularly where 
by so doing they can counter the inflationary 
impact of rising prices on their economies. 


It may not be wise, however, for American 
exporters to count too much upon the exercise 
of this stored-up purchasing power. The ob- 
stacles are two in number: (1) current dollar 
earnings of the area are falling off; (2) Britain’s 
own international payment position has turned 
rapidly worse, due to a mounting trade deficit 
and the stepped-up defense expenditures. While 
Britain’s reserves have climbed, the claims of 
the overseas sterling area countries on London 
have also climbed to record breaking levels; 
and chances for their being cashed into British 
goods are not getting better. From the British 
standpoint, gold and dollar reserves will have to 
be used cautiously, and doubtless the overseas 
countries are being asked for further patience 
and cooperation. According to the London press, 
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these problems are to be taken up at the con- 
ference of sterling area countries to be held in 
Washington this month in connection with the 
World Bank and International Monetary Fund 
meetings. 

Halt in Gold Losses 

The net effect of the shift to an export surplus, 
running at an annual rate of $4.5 billion during 
the second quarter, and of our substantial earn- 
ings on service and investment accounts, appears 
in the gold movement. The loss from our gold 
reserves during the second quarter was only 
about $50 million, compared with an average 
decline of about $800 million per quarter since 
Korea. Thus far in the third quarter there has 
been a small gain. 

What will happen from now on is difficult to 
say. The import figures have yet to show the 
full impact of the present lull in buying; on the 
other hand, our requirements of raw materials 
for defense are increasing. Unless something 
unforeseen happens in the international outlook, 
exports from the United States should continue 
to be available in considerable supply, except 
for metal products ranging from structural steel 
to machinery. However, an increasing propor- 
tion of our exports will be given away under the 
Mutual Defense Assistance Program. “On bal- 
ance, it appears that the period of gold losses 
is behind us, unless the international situation 
deteriorates or inflationary pressures here get 
out of hand, and that our overall international 
payments in the foreseeable future will be 
closely balanced if not substantially in our favor. 
The converse is that the accumulation of re- 
serves by foreign countries, which was proceed- 
ing encouragingly and was a hopeful portent 
for relaxation of trade and exchange restric- 
tions, has been set back at least temporarily. 


Who Pays the Taxes? 


In enacting new tax legislation, an important 
consideration is how the existing tax burden is 
distributed, for one of our guiding principles 
has been that taxes should be levied in ac- 
cordance with “ability to pay.” Acceptance of 
this principle has found expression mainly in 
the graduated rates of the federal income tax, 
and to a lesser extent in the income taxes of 
some of the states. 

Ability to pay is, of course, only one of the 
guides to tax policy. There are other criteria 
equally important to arriving at a just and 
workable tax system. 

One of these is that everyone ought to pay 
some share of the cost of government. Not only 
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is this in accord with the spirit of democracy, 
but it makes for a greater sense of responsi- 
bility on the part of the individual citizens for 
the kind of government they have. 


Also, collectibility is a major consideration. 
For unless taxes can be collected they are bad 
in practice, no matter how good they may 
appear to be in theory. If taxes are too high, 
or hit too heavily at certain points, they may 
become uncollectible, either because of inabil- 
ity to pay or because of tax evasion. 


Still another criterion is the effect of the 
tax system upon incentives to production, and 
hence upon the material progress and future 
welfare of the people. 


In applying these and other standards, we 
ought to be fixing taxes with as clear as pos- 
sible an idea as to what shares actually are 
borne by different groups. Questions of this 
kind ought not to be decided by demagoguery 
and propaganda. Yet this is just what tends to 
happen when any proposal is made to broaden 
the tax base. Getting the facts, insofar as they 
are ascertainable, is particularly necessary when 
Congress is proposing new taxes that will sub- 
stantially increase the tax load upon the people 
as a whole. 


Musgrave Study on Tax Distribution 

One of the most recent studies of the distribu- 
tion of the tax load by income classes was made 
by a group of economists headed by Professor 
R. A. Musgrave, of the University of Michigan, 
and published in the March 1951 issue of the 
National Tax Journal. In this study, which is 
based on data for 1948, the authors conclude 
that the present tax system is “regressive” — 
ie., takes more relatively from the low than 
from the high income groups. We quote: 

The over-all tax structure is by no means as - 
sive as is generally surmised, for not as rt gy A 
lower 90 per cent of the taxpayers are concerned. 
Rather, the effective rate curve follows a U-shaped 
pattern with regression at the lower end, a proportional 
range over the middle and progression at the upper end 
of the scale. Over a wide range of incomes, including 
90 or more per cent of spending units, the progressive 
elements of the tax structure appear to be balanced or 
outweighed by others which are proportional or re- 
gressive. 

Reference to this study is timely because its 
findings have been cited in support of the 
thesis that the tax load is already weighted 
against the low income groups. Thus, the April 
1951 report of the Joint Congressional Commit- 
tee on the President's Economic Report con- 
tains (pp. 56-58) the following statement by its 
staff of economists: 
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Finally, elementary considerations of equity would 
seem to require that those whose consumption has al- 
ready been cruelly cut by inflation, and whose tax load 
as a proportion of income is already very high, ought 
not to be given the lion’s share of any additional tax 
burden. Those in the low-income brackets, and notably 
those getting less than $1,000 already pay as high a 
proportion of their incomes in taxes as does any other 
group in the population except those getting $7,500 or 
over. To lower the exemption from $600 to $500 would 
add grave injury to that already inflicted by inflation. 


Data on this point presented in our hearings by 
Professor R. A. Musgrave of the University of Michigan 
. show that upon the lower income brackets are ulti- 
mately shifted so large a proportion of the total tax 
burden as to make the proportion of income going for 
taxes much larger in their case than is popularly known. 


General sales taxes and tariffs bear disportionately 
heavily upon them, simply because so large a proportion 
of their income has to * spent on consumer goods... 

Musgrave Findings Challenged 

This and other instances in which the Mus- 
grave study has been used for the purpose of 
influencing tax legislation make careful analy- 
sis of these findings essential. Such, however, 
is no easy task for the layman. 

The limitations on obtaining reliable statis- 
tical data are great. To arrive at any workable 
figures, important assumptions must be made, 
and adjustments applied to available figures. 
Assumptions must likewise be made as to the 
shifting of corporation, excise, and other taxes. 
Corporation taxes and excise taxes are paid to 
a considerable extent by people who buy the 
products, because of being passed on in the 
prices. Likewise in all brackets of the indi- 
vidual income tax there is some shifting, as 
increases in tax rates promote offsetting wage 
and salary increases that make consumers pay 
higher prices, or else force taxpayers who suffer 
decreases in take-home pay to make adjustments 
in their living standards by buying less goods 
and services from others. In other words, 
where taxation starts is no indication of where 
the burden will ultimately fall. Ordinary peo- 
ple, for example, do not escape taxation by tax- 
ing corporations. 

Economists differ widely in their ideas on 
tax shifting, and the final results depend as 
much on the assumptions chosen as they do 
on the available facts and figures. Because of 
these shortcomings and difficulties, caution is 
necessary in applying the results of these stud- 
ies as a basis for determining tax policies. 

In the current (September) number of the 
National Tax Journal, Dr. Rufus S. Tucker at- 
tacks sharply the Musgrave findings and offers 
an alternative outline of the distribution of the 
tax burden, based on his own calculations. He 


classifies the differences into two categories: 
those of statistical facts and those of economic 
theory. 

Questions of Statistical Facts 

Dealing first with questions of statistical 
facts, Dr. Tucker takes issue on a number of 
points, including two particularly. 

The first has to do with the treatment of non- 
money income. He indicates that Professor 
Musgrave took as his starting point the Michi- 
gan Survey Research Center’s distribution of 
money income for 1948, choosing to disregard 
some $138 billion of income in kind, some $7.0 
billion of income to institutional and transient 
population, and some $15.9 billion due to dis- 
crepancies, because of uncertainty as to its dis- 
tribution. Conceding Professor Musgrave’s con- 
tention that “to have distributed it by income 
groups according to the S.R.C. income distri- 
bution would have meant making the unwar- 
ranted assumption that the $36 billion difference 
was distributed in the same manner as the 
S.R.C. income,” Dr. Tucker states — 
omitting these items has precisely the same effect on 
the calculation of the relative tax ens of the various 
income classes as distributing them according to money 
income. Taxes are mainly based on money income, or on 
expenditures or property that must be calculated from 
studies based on money income, but their burden on 
the taxpayer depends on his total income. Prof. Mus- 
grave admitted that his procedure made the tax-to- 
income ratios or “effective tax rates” higher than they 


would have been had he used the Department of Com- 
merce estimate of personal income for his base. 


Since it is certain that most of the income in kind 
and institutional income was received by persons in the 
under $7,500 money income bracket, the effect of dis- 
regarding them was to exaggerate the tax burdens of 
the lower income brackets more than those of the upper. 

Dr. Tucker admits there is no basis for dis- 
tributing by income brackets the statistical dis- 
crepancies or the institutional income, but con- 
tends that the other $13 billion can be distrib- 
uted with less resulting error than is caused by 
their omission. Taking figures on income in 
kind as reported in a U. S. Bureau of Labor 
Statistics survey for 1941, and applying the 
ratios of nonmoney expenditures to money in- 
comes in each income bracket for 1941 to the 
money incomes as estimated for 1948 by the 
Survey Research Center, he concludes: 

The effect of ignoring nonmoney income was to make 
the income of the lowest bracket about two-thirds as 
large as it really was, and therefore to make the ap- 
parent tax burden about three halves as large as it really 
was. 

The second major criticism by Dr. Tucker of 
the Musgrave study is the distribution of over 
$4.1 billion of taxes on the basis of wages with 
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the “astonishing” assumption that wages were 
87.5 per cent of incomes in each income bracket 
below $5,000, 67 per cent in the next bracket, 
and only 87 per cent in the top bracket. Citing 
both the S.R.C. study and Census studies of 
consumer income, Dr. Tucker declares such 
ratios to be “impossible.” The wage income of 
the two lowest brackets was, he shows, greatly 
exaggerated by Professor Musgrave, and that of 
the two top brackets greatly understated. 


This treatment alone, he finds, resulted in 
attributing $45 million too much tax to the bot- 
tom bracket and overstating its tax burden by 
1.2 per cent of its income. 


Theories of Shifting and Incidence 


In theories of tax shifting, Dr. Tucker agrees 
we are on highly controversial ground. How- 
ever, he raises three principal objections to the 
Musgrave theory. 


First, he questions classifying social security 
contributions by workers as taxes. If the social 
insurance system is a genuine insurance system 
the contributions paid by covered workers are 
not taxes but savings. Yet Professor Musgrave 
not only treats the contributions of the general 
social insurance system — where the relation be- 
tween the amounts received and the amounts 
paid are not strictly actuarial—as taxes, but 
also includes under that heading contributions 
to railroad and civil-service retirement funds, 
which are strictly for the benefit of the con- 
tributors. 


Dr. Tucker regards the part of the social 
security contribution paid by employers as a 
burden on business which “is probably passed 
on in full or in greater part to consumers.” The 
part paid by the workers “may well fall on them, 
although powerful unions with their insistence 
on ever higher take-home pay may have shifted 
part of it to consumers.” Whereas Professor 
Musgrave allocates to the workers all the 
amounts paid by them and one-third of the 
amounts paid by employers, Dr. Tucker, in his 
recalculation, allocates to the wage earners only 
the amounts paid by them and uses revised fig- 
ures for the distribution of covered wages. 


A second major criticism by Dr. Tucker of 
Musgrave theory is in reckoning undistributed 
corporate profits as a part of stockholders’ in- 
come. Dr. Tucker agrees that to the extent that 
corporate income taxes are attributed to the 
stockholders, it is logical to add an equal amount 
to the stockholders’ income, in order that it may 
be taken away. Bui, he points out, the Mus- 
grave study went farther than that; it attributed 
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to the stockholders not only 54.2 per cent of the 
amount of the corporation tax, but the whole of 
the corporations’ retained profits ($13.2 billion). 

This procedure, he calculates, resulted in 
raising the apparent income of the over $7,500 
class by $10.8 billion. The Musgrave estimate 
of money income in this class was only $40.5 
billion, and the justifiable imputation of the 
taxes raised it to $46.3 billion. The addition, 
however, of $10.3 billion more for undistributed 
profits raised it to $56.6 billion, and made the 
apparent burden of taxes on this class only 
463/566 (81 per cent) as great as it really was. 

But, as Dr. Tucker goes on to say: 

There is no justification for allocating undistributed 
profits to the income of stockholders. They are not 
available to the stockholders, except to the extent that 
they may result in raising the market price of the stock. 
They usually have only a slight influence on the market 
price, and even if that were not the case the stockholder 
could only realize them by selling, and his profit from 
such sales is generally not regarded as income, either 
by accountants or economists or statisticians, but as 
capital gains. Even tax authorities do not regard un- 
realized capital gains as income. 

Another important difference of opinion arises 
in connection with general property taxes, the 
regressive nature of which Dr. Tucker believes 
is exaggerated by unwarranted assumptions as 
to their incidence. This is said to be particu- 
larly true as to the tax on farm land, which is 
allocated by Professor Musgrave according to 
rental income, a series derived from income tax 
statistics and referring exclusively to money 
rents received by individuals from other per- 
sons or corporations. One criticism is that since 
nearly two-thirds of all farms are owner-occu- 
pied there is no justification for this procedure, 
and that there is no reason to suppose that the 
distribution of owned farms by rental value is 
the same as that of rented farms. 

Since the division of taxes between those on 
farm land and those on farm improvements was 
based on rather sketchy data, it was considered 
more convenient and perhaps theoretically more 
sound to treat them together, and from this 
point of view Professor Musgrave allocated two- 
thirds by rental income and one-third by con- 
sumption. This allocation by consumption, which 
assumes that the taxes are passed on to pur- 
chasers of farm products, is criticized as highly 
questionable. Dr. Tucker suggests a distribu- 
tion of such taxes on the basis of six different 
statistical series, the combination of which indi- 
cates that such taxes bear less heavily than re- 
ported on incomes below $2,000 and above 
$7,500, and more heavily on those between 
$4,000 and $7,500. 
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Musgrave and Tucker Findings Compared 


The foregoing covers only the more important 
points of criticism by Dr. Tucker of the Mus- 
grave report, both as to its basic statistical data 
and as to its theories of tax shifting. It is evi- 
dent that the differences are substantial. To 
what extent do these and other differences cited 
by Dr. Tucker affect the pattern of tax distribu- 
tion, as shown by the two sets of findings? 


Dr. Tucker presents two alternative series of 
his own estimates, one based upon the Mus- 
grave theories but using revised statistics, and 
the other based upon Dr. Tucker’s own theories 
and statistics. These two series, together with 
the tax-to-income ratios developed by Professor 
Musgrave, are summarized in the accompany- 
ing table and chart: 


1948 Tax Payments as a Percentage of Total Income, 
by Money Income Brackets. Musgrave and Tucker 
Estimates Compared. 


Income 
Bracket 


$ 0o—$ 999 
1,000 — 1,999 
2,000 — 2,999 
3,000 — 38,999 
4,000 — 4,999 
5,000 — 7,499 
7,500 and over 


Because of the difference of opinion referred 
to earlier as to whether payments of social se- 


Musgrave Musgrave Theory, Tucker 
Estimates Tucker Statistics Estimates 


curity taxes by individual workers should prop- 
erly be regarded as taxes or as savings, Dr. 
Tucker gives also the percentages of taxes, ex- 
cluding social security taxes, to income. The 
differences are widest in the five lowest income 
brackets up to $5,000, where they indicate a 
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tax load lower by 2.2 to 3.9 percentage points 
than the totals shown in the table and chart. 

It will be seen that the net effect of the Tucker 
calculations is to present a pattern of tax dis- 
tribution that in the lowest income bracket is 
quite different from that pictured by the Mus- 
grave study and advanced as evidence that the 
tax system is regressive. Whereas the Mus- 
grave pattern of the tax burden is U-shaped, 
indicating a high rate of tax on persons in the 
lowest income bracket, the Tucker estimates in- 
dicate a distribution pattern in which the tax 
burden is lowest in the lowest income bracket, 
and then rises in truly progressive fashion all 
along the income scale. Professor Musgrave 
lumped together all incomes over $7,500, where- 
as Dr. Tucker computed estimates for four dif- 
ferent brackets over that amount. 


Implications for Tax Policy 

The foregoing brief summary of the main 
points of the Tucker analysis emphasizes the 
point made earlier, namely, the need for caution 
in taking the results of these studies too literally 
in determining tax policies. The fact is that 
Prof. Musgave is himself more candid in recog- 
nizing the pitfalls and limitations of such stud- 
ies than are some of those, including the ex- 
perts of the Joint Congressional Committee on 
the Economic Report, who cite his conclusions 
without qualifications. 

Thus he states that “the search for quantita- 
tive estimates of tax incidence leads the explorer 
through a wasteland of muddled concept, in- 
adequate theory, and lack of data.” At various 
controversial points he presents several alterna- 
tive methods of calculation, selecting for his 
“standard” case that which he considers “most 
likely”. On the crucial question of tax incidence 
in the lowest income bracket he warns that 
“special caution is called for in interpreting the 
picture.” There is reason to believe, he says, 
“that spending units in this bracket are com- 
posed, not only of genuinely low income units, 
but also of others which have incurred tem- 
porary losses but are normally in a higher 
bracket.” 


Attention was called to the heterogeneous com- 
position of the lowest income group by Mr. Leon 
Henderson, consulting economist of the National 
Committee for Fair Emergency Excise Taxation, 
in a statement to Senator Millikin of the Senate 
Finance Committee. Mr. Henderson cited facts 
brought out in the Michigan Survey that of per- 
sons with incomes under $1,000: 


nearly half were single, 35 per cent were over 65 years 
of age; 51 per cent lived in rural areas; about a fourth 
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were farm operators; 88 per cent received pensions, 
annuities, or relief; only 46 per cent received wage or 
salary payments; and lastly non-money income was a 
substantial part of total income for this group. The 
composition of this group clearly differs substantially 
from that of all other income classes. Moreover, as evi- 
dence of their financial condition, about 50 per cent 
owned their own home. 


Dr. Tucker in his article states his belief that 
he has “uncovered some of Prof. Musgrave’s er- 
rors”, but adds that he has “perhaps replaced 
them by some of my own, which I hope are not 
so serious. 


In appraising the two studies, however, many 
will agree that Dr. Tucker has made some tell- 
ing criticisms. 

If these are accepted, the implications for tax 
policy are important. Much of the case against 
taxes that would broaden the tax base by reach- 
ing down and tapping the great mass of con- 
sumer incomes loses its force. This is particu- 
larly true as regards the general sales tax which 
is opposed as “regressive”. 

With respect to the latter, it must be borne 
in mind that most suggestions for a general sales 
tax contemplate exempting basic necessities such 
as food, medicine and shelter, thus decreasing 
the impact on the smaller income brackets. 


Moreover, as was pointed out recently by the 
Committee on Federal Tax Policy in submitting 
its proposal for a general manufacturers’ excise 
tax to the Senate Finance Committee, the impact 
of one tax cannot be measured as a single entity. 
It must be considered as part of the total tax 
structure. The personal income tax is the largest 
element in the tax structure, and it is highly 
progressive. A combination of the excises with 
income taxes may, therefore, still be a progres- 
sive tax structure. 


The Canadian manufacturers’ excise tax, re- 
ferred to in these columns a month ago, affords 
an example. Because of its application to our 
own tax problem, we present again the follow- 
ing excerpts from the latest budget message of 
the Canadian Finance Minister, Mr. Douglas 
Abbott. 


Our present sales tax has a very long list of exemp- 
tions. About ninety-five per cent of all foods are free of 
sales tax. All fuels and ail building materials are exempt. 
I think it is safe to say that two-thirds of the average 
ne py family’s total spending is not touched by the 
Sales tax. 


Contrary to the frequent assertion, the sales tax does 
not strike a higher proportion of the expenditures of the 
low income group. Calculations based on recent family 
budget studies made by the Dominion Bureau of Sta- 
tistics indicate that in the lowest income groups — 
about one-quarter of the total income is spent on g 


subject to sales tax; at the $3,000 a year level about 
one-third of the family income is spent on goods subject 
to this tax. 

This 83 per cent of income spent on taxed commodi- 
ties extends to beyond the $6,000 a year level. Only 
when incomes exceed $7,000 or $8,000 a year does the 
proportion of income spent on goods subject to sales tax 
start to decline, and this is just about the point where 
our income tax starts to become sharply progressive. 
To say that our sales tax is a harsh regressive tax simply 
is not true. 


An Obligation of Everyone 


The present spending program of the Gov- 
ernment is such that everybody in the coun- 
try will inevitably feel the weight of taxation. 
The bills cannot be paid by just the rich or 
even the moderately well-to-do. In fact, the 
progressive income tax is now taking away 
such a large proportion of the larger incomes 
that if the Government expropriated all taxable 
income over $25,000 a year it would yield less 
than $1 billion a year over present taxes. 


Corporate taxes are already so high as to 
greatly distort corporate operations, encourage 
extravagance and inefficiency, and to discour- 
age initiative. 

If we are to pay the costs of the present 
tremendous spending program without infla- 
tion, taxes will have to be increased where the 
bulk of the money is. This is in the lower 
ranges of incomes. It is there that the greatest 
increases in real wages have taken place. In 
greatly increasing the tax on all ranges of in- 
comes everybody wants to be fair and just. 
This makes it all the more important that the 
studies as to where the burden now rests should 
be analyzed for such help as they may give, but 
with understanding of their limitations. These 
studies furnish no exact basis on which to rely 
in determining tax policy. 

The undoubted heavy burden of taxation at 
present on almost every group of the popula- 
tion indicates the need for seeking taxes which 
have a somewhat different incidence and im- 
pact than the individual and corporate in- 
come taxes on which we have been relying so 
heavily. This is a strong argument for the 
kind of tax that Canada has adopted and which 
Mr. Abbott describes in the foregoing passage. 


All these considerations also place a heavy 
question mark on every proposal for additional 
government expenditures and every present 
extravagance. Only by keeping expenditures 
under control can we find any real solution of 
the tax problem or assurance of preserving the 
value of the dollar. 
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